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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VELLS, Chief Judge: By notice of final partnership

adm ni strative adjustnent dated July 8, 1988, respondent
i ncreased the taxable income of Research Two Limted Partnership

(Research I1) as follows:
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Year Anpunt

1982 $2, 806, 250
1983 233, 061
1984 148, 897

Unl ess otherw se noted, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice and
Procedure. The issue we nust decide is whether Research Il was
entitled to deduct for its 1982 taxable year certain anmounts owed
to CenCom Research Associates, Inc. (CenCom, for research and
devel opnent services.?

FI NDI NGS OF FACT

Sone of the facts and certain exhibits have been stipul ated
for trial pursuant to Rule 91. The parties' stipulations of fact
are incorporated herein by reference and are found as facts in

the i nstant case.

1 In their briefs the parties appear to pose a second issue of
whet her Research Il is entitled to m scell aneous deductions of
$56, 250, $233,061, and $174,828 for taxable years 1982, 1983, and
1984, respectively. Petitioner, however, presented al nost no
argunment on that issue. Rather, petitioner states that, if the
Court finds that Research Il is not engaged in a trade or

busi ness, the Court should allow Research Il to anortize those
expenses as organi zati onal expenses under sec. 709(Db).

Respondent argues that Research Il is not engaged in a trade or
busi ness but al so states that Research Il is entitled to anortize
t he organi zati onal expenses under sec. 709(b). As there appears
to be no dispute over the issue, we will address only the sec.
174 research and devel opnent deducti on.
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At the tinme the petition in this case was filed, Research |
was a limted partnership with its principal place of business in
Towson, Maryland. Petitioner, Dennis W Townsend, Research IIl's
tax matter partner, resides in Towson, Maryl and.

Research Il was formed on Decenber 29, 1982. The genera
partners of Research Il are Dennis W Townsend and Townsend &
Co., Inc. They collectively own a 1.01-percent interest in
Research Il. The remaining interests in Research Il are owned by
32 limted partners. Research Il maintains its books and records
and files its Federal incone tax returns on the accrual nethod of
accounting. Research Il has a cal endar year.

Before its formation as a limted partnership and in
connection with obtaining funds, Research Il issued a
confidential nmenorandum whi ch descri bed Research I1's proposed
pur pose as the devel opnent of advanced cenentitious conposite
technol ogy for application in the heat treatnment and ceramc
i ndustries (new technology). The confidential nmenorandum
expl ained that Research Il would attenpt to achieve its purpose
by engagi ng CenCont to performresearch and devel opnment work on
behal f of the partnership. The confidential nmenorandum states
that, in engaging CenCom the pronoters of Research |

anticipated that the new technol ogy could be used in

2 Centom was a research corporation fornmed in 1981 to research
further devel opnent and applications of cenentitious conposites.
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constructing a roomtenperature castable ceram c cenent that
woul d mai ntain exact tol erances and physical integrity in the
2,000 degree Fahrenheit range. Pronoters of Research Il also
foresaw application of the new technol ogy in making a high-
tenperature cenentitious ceramc.

Pursuant to the limted partnership agreenent dated
Decenber 29, 1982, each |imted partner was required to nmake
capital contributions to Research Il of the follow ng anounts:
(1) A cash paynment of $24,500 for each unit held, for an
aggregat e anount of $1, 225,000, due upon formation of Research
Il1; (2) a cash paynment of $6,500 for each unit held, for an
aggr egat e anmount of $325, 000, on Cctober 15, 1983; (3) a cash
paynent of $5,500 per unit held, for an aggregate anount of
$275, 000, on Decenber 15, 1983; and (4) an additional cash
contribution of up to $24,000, plus recourse interest for each
unit held, up to an aggregate of $1, 200,000, plus recourse
interest for all partners, at the call of the general partners,
to the extent that Research Il had insufficient funds to pay the
deferred obligation under the research and devel opnent agreenent
wi th CenCom

On Decenber 29, 1982, Research Il and CenComentered into a
research and devel opnment agreenent. Pursuant to the terns of
the research and devel opnment agreenent, CenCom undertook to

performcertain research tasks and experinental services on
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behal f of Research Il for the purpose of devel opi ng and
perfecting the new technol ogy and associ ated patentabl e and
nonpat ent abl e i nventi ons, know how, and trade secrets.

Al'l property rights in the new technology and all itens of new
technol ogy were to be the sol e and excl usive property of
Research I1.

In consideration of CenCom s perform ng research and
experinmental services on behalf of Research Il, the research and
devel opment agreenent provided that Research Il was obligated to
pay CemCom $2, 750, 000, plus interest at an annual rate of 10
percent of the unpaid balance. Paynents were to be nade as
follows: (1) $950,000 in cash upon execution of the research
and devel opnent agreenent; and (b) $1,800,000 in a prom ssory
note. Paynents under the prom ssory note were to be made as
follows: (1) $325,000 of principal payable on Novenber 1, 1983;
(2) $275,000 of principal payable on January 3, 1984; and (3)
$1, 200, 000 plus all accrued and unpaid interest at the annual
rate of 10 percent (totaling $294,583. 33) payabl e on Decenber
31, 1984. Al such paynents were with recourse to Research |
and its partners.

The research and devel opnment agreenent al so provi ded that
Research Il could notify CenCom on or before Decenber 31, 1984,
and the $1, 494,583.33 could be restated as principal and

anortized at 14 percent per year in nine consecutive sem annual
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paynents of $229,398.32 each, with the first paynment due on June
30, 1985. If Research Il elected that option, any interest
accrued on the unpaid bal ance after Decenber 31, 1984, was
W t hout recourse to any partner. Mbreover, if there were
insufficient funds within Research Il to make the sem annua
paynments, paynent could be deferred until June 30, 1989. |If
Research Il failed to pay by June 30, 1989, Research Il would be
in default under the research and devel opnent agreenent, and
CenCom coul d exercise its rights as a creditor agai nst Research
Il and its [imted partners.

On Decenber 29, 1982, Research Il and CenComentered into a
technol ogy transfer agreenent. Pursuant to the ternms of the
technol ogy transfer agreenment, Research Il licensed, on a
nonexcl usi ve basis, the rights to certain technol ogy from
CenCom Research Il also entered into a |icense agreenent with
Research | Limted Partnership (Research I).2® The CenCom
| icenses enabl ed Research Il to use all proprietary information
of CenCom and Research | necessary to proceed with the research
and devel opnent activities required under the research and
devel opnent agreenent.

The technol ogy transfer agreenent also granted CenComt he

option, exercisable between June 30 and July 31, 1984, to enter

3 Research | Limted Partnership is also a Maryland Iimted
partnership in which Dennis Townsend and Townsend & Co., Inc.,
are general partners.



into an excl usive perpetual

new t echnol ogy was patentabl e.

opti on,

7

Iicense of the new technology if the

| f CenmCom chose to exercise that

it would be obligated to make a series of annual

royalty

paynments (mnimumroyalty paynments) based upon a percentage of

CemCom s curul ative gross revenues but at

The paynents were due at the follow ng intervals:

Dat e

12/ 31/ 84
6/ 30/ 85
12/ 31/ 85
6/ 30/ 86
12/ 31/ 86
6/ 30/ 87
12/ 31/ 87
6/ 30/ 88
12/ 31/ 88
6/ 30/ 89
12/ 31/ 89
6/ 30/ 90
12/ 31/ 90
6/ 30/ 91
12/ 31/ 91
6/ 30/ 92
12/ 31/ 92
6/ 30/ 93
12/ 31/ 93
6/ 30/ 94
12/ 31/ 94
6/ 30/ 95
12/ 31/ 95
6/ 30/ 96
12/ 31/ 96
6/ 30/ 97
12/ 31/ 97

|f the actua

the m nimumroyalty paynents,

greater

royalty paynents

M ni nrum Paynment

$430, 000
430, 000
430, 000
455, 000
455, 000
480, 000
480, 000
505, 000
505, 000
300, 000
300, 000
325, 000
325, 000
350, 000
350, 000
375, 000
375, 000
400, 000
400, 000
425, 000
425, 000
450, 000
450, 000
475, 000
475, 000
500, 000
500, 000

| east $10, 950, 000.

conputation of the royalty was greater than

CemCom woul d be obligated to make

| f the new technol ogy was not
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patentabl e, the due dates for the mninmumroyalty paynents owed
to Research Il by CenCom woul d be adjusted to reflect the date
of the exercise of the exclusive license. In order for CenCom
to ascertain the applicability of the new technology to CenConi s
product line and to facilitate its decision as to whether to
exercise the option, the technol ogy transfer agreenent provided
CemComwith a "review | icense" from Decenber 29, 1982, through
June 30, 1984, to use, review, and eval uate each item of new
t echnol ogy.

| f CenCom exercised its option for the exclusive |license,
the royalty arrangenent would provide Research Il with a profit
equal to the difference between the m ninmumroyalty paynents and
its deferred obligation to CenCom CenCom however, was under
no obligation to exercise its option while Research Il was
unconditionally liable to CenCom for the paynent of its deferred
obl i gati on.

| f CenCom chose not to exercise its option, the technol ogy
transfer agreenent obligated CenComto grant Research Il a
nonexcl usi ve perpetual |icense of the old technol ogy and the
Research | technol ogy necessary and useful in the further
devel opnment, manufacture, use, or marketing of the new

technology. In return for the license, Research Il would pay
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CenCom a 5-percent annual royalty on all gross revenues fromthe

sales or licensing of the new technol ogy.

Before the formation of Research Il during 1982, M.
Townsend and Townsend & Co., Inc., were the general partners of
Research | |limted partnership. Research | was organi zed on

Decenber 31, 1981, and was |i kew se engaged in research and
devel opnent in the area of cenentitious conposites. Research

al so engaged CenComto provide the actual research and

devel opnent services. Pursuant to an agreenent between Research
| and CenCom CenCom was granted the option to |license the
technology it devel oped on behalf of Research | provided that it
paid Research | mninmumroyalty paynents. Deductions taken by
the various Iimted partners of Research | were the subject of

Harris v. Commi ssioner, T.C Meno. 1990-80, affd. 16 F.3d 75

(5th Cr. 1994), affd. w thout published opinion sub nom

Travers v. Commi ssioner, 21 F.3d 424 (4th Gr. 1994), which

deni ed Research | a deduction pursuant to section 174(a)(1) for

anmounts paid to CenCom for research and devel opnent services.
During 1982, CentCom approached M. Townsend with a proposal

for a new research venture. M. Townsend was reluctant to

organi ze a second partnershi p absent assurance by CenComthat it

woul d exercise its option under its agreenent with Research |

On Decenber 29, 1982, the sane day as the formati on of Research

1, CenCom and Research | entered into an agreenent whereby
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CemCom agreed to exercise its option to |license the technol ogy
bei ng devel oped by Research I. Consequently, on Decenber 29,
1982, M. Townsend believed that CenCom had bound itself to nake
substantial mnimumroyalty paynents to Research |

Accordingly, as of Decenber 29, 1982, it was not certain
t hat CenCom woul d exercise its option under the technol ogy
transfer agreement with Research Il to |icense the new
technol ogy. Additionally, the exercise of the option was
unlikely, given the amount of mninmumroyalties that CenCom owed
under the Research | agreenment. Even if CenCom were to exercise
its option, CenCom would not be able to continue nmaking the
m ni mum royal ty paynents for any sustained peri od.

During 1983 and 1984, research and devel opnent work was
performed by CenComin creating and devel opi ng the new
technol ogy on behalf of Research Il. During that tinme, CenCom
provided M. Townsend with financial statenments and progress
reports detailing CenComs research and experinental projects
and activities. The Research Il limted partners were kept
advi sed on CenConis progress by a series of bulletins. The
research performed by CenCom during 1983 and 1984 resulted in
the creation and devel opnent of "Jetfix".

On July 31, 1984, CenComis option to license the new
t echnol ogy pursuant to the technol ogy transfer agreenent | apsed.

On Septenber 27, 1984, Research Il and CenComentered into a
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i censing agreenent (1984 licensing agreenent) which granted
CemCom t he exclusive right and perpetual worldw de |icense to
the new technol ogy. The 1984 |icensing agreenent provided a
royalty rate to Research Il at less than the rate provided in
the technol ogy transfer agreenment and provided for m ninmm

royalties as follows:

Wthin 90 days $12, 000
6/ 30/ 85 285, 000
1/ 01/ 86 285, 000
6/ 30/ 86 285, 000
1/ 01/ 87 285, 000
6/ 30/ 87 285, 000
1/ 01/ 88 285, 000
6/ 30/ 88 285, 000
1/ 01/ 89 285, 000
6/ 30/ 89 285, 000
The revised royalty arrangenment enabled Research Il to

maintain a profit potential, at a mninum equal to the
di fference between the mninumroyalties and the deferred
obligation to CenCom

Al so, on Septenber 27, 1984, Research Il and CenCom entered
into a first amendnent to the research and devel opnment agreenent
whi ch provided that both parties had fully conplied with al
requi renents of the research and devel opnent agreenent and that
t he new technol ogy had reached the stage where further
devel opnent woul d no | onger qualify as research and devel opnent
under section 174. The first amendnent further cancel ed
CemCom s agreenent not to do research within the specific scope

and definition of the research programfor other parties.
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Additionally, the first amendnent altered the anortized paynents

if Research Il exercised its option to restate principal as

fol | ows:
6/ 30/ 85 $229, 398. 32
1/ 01/ 86 229, 398. 32
6/ 30/ 86 229, 398. 32
1/ 01/ 87 229, 398. 32
6/ 30/ 87 229, 398. 32
1/ 01/ 88 229, 398. 32
6/ 30/ 88 229, 398. 32
1/ 01/ 89 229, 398. 32
6/ 30/ 89 229, 398. 32

On the next day, Septenber 28, 1984, Research Il entered
into an exercise of stock agreenent to purchase and purchased 7
percent of the stock of CemCom for $13,000. The stock purchase
was part of an overall series of stock purchases pursuant to
whi ch Research |, Research Il, M. Townsend, and another partner
in both Research | and Research Il acquired over 50 percent of
the stock and voting control of CenCom

On Decenber 31, 1984, Research |l elected to restate the
anount due under the research and devel opnent agreenent as
principal. On February 6, 1985, Research Il and CenCom entered
into a second anendnent to the research and devel opnent
agreenent reflecting Research I1's election to restate the
princi pal anmount due.

On its Federal incone tax return for 1982, Research |

claimed a $2, 806, 250 | oss consisting of a research and

devel opment expense of $2, 750, 000 and mi scel | aneous expenses of
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$56,250. On its Federal inconme tax return for 1983, Research |
clai med a $231, 432.45 | oss consisting of $1,628.83 of dividend
i ncome and m scel | aneous expenses of $233,061.28. On its
Federal incone tax return for 1984, Research Il clainmed a
$174,571. 15 | oss consisting of $257.18 of dividend i ncone and
m scel | aneous expenses of $174,828.33. By notice of final
partnership adm ni strative adjustnment dated July 8, 1988,
respondent deni ed Research I1's deductions for the years in
i ssue but allowed Research Il a deduction of $25,931 for
anortization of patents in 1984. Respondent has stipul ated that
Research Il was entitled pursuant to section 709(b) to deduct
anortization of organi zational fees of $1,250 for 1982.
OPI NI ON
The issue we nust decide is whether Research Il is entitled
to a deduction, pursuant to section 174(a)(1l), for the
$2, 750, 000 debt it incurred to CemCom during 1982. Section
174(a) (1) provides:
SEC. 174(a). Treatnent as Expenses. —-

(1) I'n general.--A taxpayer nmay treat research or
experinmental expenditures which are paid or incurred by him
during the taxable year in connection with his trade or
busi ness as expenses which are not chargeable to capital
account. The expenditures so treated shall be allowed as a
deducti on.

The parties agree that the $2, 750,000 debt related to

research or experinentation falls within the scope of section

174. Respondent contends, however, that the debt was not



- 14 -
incurred by Research Il in connection with its trade or
busi ness.

In Snow v. Comm ssioner, 416 U. S. 500, 502 (1974), the

Suprenme Court conpared the "in connection" | anguage of section
174 with the "in carrying on" |anguage of section 162* and
establi shed that a business need not currently produce or sel
any product in order to obtain a deduction for research or
experinmental expenditures. Rather, the Suprenme Court reasoned
that the policy behind section 174, which is to aid "small or
pi oneering business enterprises"” as well as nore established
ones, calls for a nore relaxed "trade or business requirenment"”
than applies to section 162. [d. at 503-504.

In Geen v. Conm ssioner, 83 T.C. 667, 671-672 (1984), a

deduction pursuant to section 174 was clainmed by a partnership
that entered into a research and devel opnent agreenent with a
research corporation and on the sane day, through the grant of
an exclusive license, divested itself of all ownership rights to
the inventions to be produced. W held that Snow "did not
elimnate the 'trade or business' requirenment of section 174

al together"” and denied the partnership the deduction. [d. at

Sec. 162(a) provides:

SEC. 174(a). In Ceneral.--There shall be allowed
as a deduction all the ordinary and necessary expenses
paid or incurred during the taxable year in carrying on
any trade or business, * * *,
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686-687. W explained that the partnership was acting nerely as
an investor and not as the type of business that section 174
intended to pronote. See id. at 687.

In Dianond v. Conm ssioner, 92 T.C 423, 424 (1989), affd.

930 F.2d 372 (4th Cr. 1991), the taxpayer was a |imted partner
inalimted partnership that becane a limted partner in
another limted partnership (project partnership). The general
partner in the project partnership was a publicly held
corporation that was involved in robotics technology. See id.
Pursuant to the project partnership agreenent, the corporation
was required to contribute the rights to its technology to the
project partnership and to pursue further research activities on
behal f of the project partnership. See id. at 427-428. In
return, the partners in the project partnership were to
contribute certain suns of noney. See id. at 428. The
corporation was granted an option, exercisable in its sole

di scretion at any time, to acquire an exclusive and irrevocable
license to carry out all production, manufacturing, and

mar keti ng of any product devel oped under the agreenent. See id.
at 428-429. This Court held that there was no realistic
prospect, during the year in issue, that the technology to be
devel oped "woul d ever be exploited in any trade or busi ness
carried on by anyone other than * * * [the corporation]." 1d.

at 439. In that regard, we reasoned that, if the technol ogy
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appeared comercially prom sing, the corporation would
definitely exercise its option, and, if the corporation declined
to exercise the option, the project partnership and the limted
partnership would be left with the right to devel op an asset
whose costs woul d not appear to justify additional investnent.
See id. at 440-441

The Court of Appeals for the Fourth Grcuit affirmed our
opi ni on, stating:

The question is not whether it is possible in
principle, or by further contract, for these
partnerships to engage in a trade or business, but
whether, in reality, the project partnership * * *
possessed the capability in the years before the court
to enter into a new trade or business in connection
with the proposed * * * [technol ogy]. The answer to
the question of reality nmust be found in economc
reality, which is revealed nore by the direction of
t he noney than by the conpl exion of the principle.

[ Dianond v. Conmmi ssioner, 930 F.2d at 375.]

In Harris v. Conmm ssioner, T.C. Menp. 1990-80, we held that

Research |, a partnership of which M. Townsend was a genera
partner, was not entitled to deductions under section 174 for
anounts paid to CenCom for research and devel opnent services
which are simlar to the research and devel opnent services
provi ded by CenComto Research Il under the ternms of the
research and devel opnent agreenent. Research | and CenCom had
al so entered into an agreenent, simlar to the technol ogy
transfer agreenent between Research Il and CenmCom under which

CenCom was granted the option to license the technology it
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devel oped for Research |I subject to high mninumroyalty
paynments. W found that, at the tinme Research | entered into an
agreenent with CenComin 1981, M. Townsend, as Research |'s
general partner, did not intend ever to enter into any business
regardi ng the technology. Rather, we found that it was M.
Townsend's intention that CenCom woul d exercise the option as
witten or the parties would renegotiate the anount of the

m nimum royalties. In reaching that conclusion, we relied on
the fact that the Research | offering nenorandum made no nenti on
of any other options except CenCom s exercise of the option. W
also relied on the testinony of M. Townsend and others that the
intent of the partners in Research | was that CenCom woul d
exercise its option.

Petitioner has not shown that the facts surrounding
Research Il are materially different fromthose surroundi ng
Research |. Like the confidential nmenorandumissued to
prospective limted partners in Research |, the confidenti al
menor andum i ssued to the Research Il partners contains neither
specific plans nor economc forecasts related to the possibility
that Research Il mght itself engage in the marketing of the new
technology. Simlarly, no nention is nade in the Research |
menor andum of hiring a staff experienced in the area or of
acquiring real or personal property for such purposes. Finally,

as in Research I, virtually all of the funds of Research Il were



- 18 -
to be disbursed in paynent of the licensing agreenent to CenCom
and the limted partners of Research Il were under no obligation
to contribute additional funds for that purpose. These facts
indicate that Research Il never intended to enter a trade or
busi ness in connection with the new technol ogy.
Petitioner argues that the instant case is distinguishable

fromHarris v. Conm ssioner, supra, because the high m nimm

royalties required by the technology transfer agreenment in
addition to the royalties which CenCom owed under the Research
agreenent made it virtually certain that CenCom woul d never
exercise its option under the Research Il agreenent to |license

t he new technol ogy. However, as we said in Harris: "the anount
of the royalties does not supply the required prospect of a
"trade or business' to be carried out by the Partnership.”

Petitioner further argues that the fact that Research |

Research |1, M. Townsend, and another partner in both Research
| and Research Il ultimately acquired control of CenComis
evi dence of the Research Il's intent to engage in a trade or

busi ness. To the contrary, such evidence convinces us that,
even when CenCom was unable to |icense the new technol ogy,
Research Il did not take advantage of the opportunity to enter
into a trade or business with the new technology. Instead, the
m ni mum royal ties were reduced, and CenCom wth its new owners,
remai ned the vehicle through which the actual trade or business

i nvol vi ng the new t echnol ogy was oper at ed.
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In sum we hold that the research and devel opnent al
expenses incurred by Research Il during Decenber 1982 were not
made in connection with its trade or business within the nmeani ng
of section 174(a). W have considered the parties' remaining
argunents and find themw thout nerit, irrelevant, or
unnecessary to reach.

To reflect the foregoing and the concessions of the

parties,

Deci sion will be entered

under Rul e 155.




